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CHAPTER 1 



INTRODUCTION AND DISCUSSION OF CAPITAL BUDGETING 

One of the most important recurring decisions for any economic 
unit, public or private, is that of allocating its limited financial 
resources in a manner which best supports the attainment of its 
goals. Nearly always, such decisions must be made in an environment 
characterized by incomplete information, uncertainty, complex 
interactions among activities, imperfect capital markets, and many 
other complicating factors. The problem is compounded by the fact 
that most organizations in government and private business continue 
to perform their functions over a number of years, and must therefore 
consider the possible future impacts of their decisions. In fact, 
it is often necessary not only to resolve those issues on which 
immediate action is required, but to integrate such current decisions 
into a strategic plan which applies far into the future. 

During the past quarter- century, managerial economists have 
given considerable attention to this "capital budgeting 1 ’ problem, 
and have greatly improved the methods used to deal with it. The 
theory of capital budgeting is by no means complete, however, and 
there remain many unanswered questions of practical significance. 

The development of techniques for constructing and solving mathematical 
models of complex decision processes has allowed explicit consideration 
of interactions among investment alternatives and other complicating 
factors. Such mathematical programming techniques have provided a 
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